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SEAGLL BENERGY AORP.
Deci ded May 6, 1999

Appeal froma decision of the Associate Drector, Mneral s Minagenent
Service, denying in part and nodi fying an order requiring a Federal |essee
to performa restructured accounting for all its Quer Gontinental Shel f
| eases between April 1986 and Septenber 1992, and to pay any additi onal

royal ties.

MVE- 92- 0497- GCS

Rever sed.

1.

Federal Q| and Gas Royal ty Managenent Act of 1982
Royalties--Q| and Gas Leases: Royalties: General ly

Uhder the Quter Gontinental Shelf Lands Act, the
Secretary of the Interior has authority to | ease | ands
on the ACS and to obtai n paynent of specified royalty
froml eases issued pursuant thereto. It is wthin the
Secretary's discretion to determne the val ue of
production for royalty purposes, and a party

chal | engi ng that val uation has the burden of show ng
the valuation is in error.

Federal Q| and Gas Royal ty Managenent Act of 1982
Royalties--Q| and Gas Leases: Royalties: General ly

Pursuant to 30 CF. R 8 206. 150 (1987), the benchnark
provisions of 30 CF. R 8 206.152(c)(1) and the "gross
proceeds rule,” 30 CF. R § 206.152(h), the mni num
val ue of |ease production for royalty purposes shal l
never be | ess than the gross proceeds accruing to the
| essee for the sal e thereof.

Federal Ol and Gas Royal ty Managenent Act of 1982
Royalties--Q| and Gas Leases: Royalties: General ly

A Federal lessee is required to place gas in narketabl e
condition at no cost to the Federal Governnent unl ess
otherw se provided in the | ease agreenent. Were the
value is determned by a | essee' s gross proceeds that
val ue may not per se be increased to the purchase price
recei ved by a nonnarketing affiliate in a downstream
arms-length sal e.
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4, Federal Q| and Gas Royal ty Managenent Act of 1982
Royalties--Q| and Gas Leases: Royalties: General ly

A lessee selling |l ease production to an affiliate that
isnot a"nmarketing affiliate" as defined at 30 CF. R
§ 206.151 is not per se required to include the

di fference between the affiliate s purchase price at
the wel | head and the affiliate's sale price in a down
streamarms-length sal e of | ease production absent a
determnation that the sale at the wel | head was not

t he reasonabl e equi val ent of an armis-length sal e at
the wel lhead. 30 CF. R 8 206.152(b)(1)(i); 30 CF.R
§ 206. 152(c).

APPEARANCES.  Thomas J. Eastrman, Esq., Wéshington, DC, and Janes D
Harris, Esg., Houston, Texas, for appellant; Howard W Chal ker, Esq.,
Geoffrey Heath, Esg., and Sarah L. Inderbitzin, Esq., Gfice of the
Solicitor, US Departnent of the Interior, Véshington, DC, for the
M neral s Managenent Servi ce.

(PN ON BY ADM N STRATI VE JUDGE FRAZ ER

Seagul | Energy Gorporation (Seagull or appellant) has appeal ed a
July 31, 1996, decision of the Associate Drector for Policy and
Managenent | nprovenent, Mneral s Managenent Service (MVB), denying in part
and nodifying a Letter Order issued Septenber 3, 1992, by the Area Manager,
Houst on Gonpl i ance G fice (HX), MW, directing Seagull to performa
restructured accounting on all of its Federal Quter Gontinental Shelf (QCS
| eases because it had "incorrectly deducted unapproved expenses in
cal cul ating the val ue of production for royalty purposes” between April
1986 and Sept entber 1992.

Seagul | is the | essee of producing OCS Federal oil and gas | eases of f
the coast of Louisiana and Texas. The record establishes that Seagul|'s
first sales of gas were wellhead sales to its affiliate, Seagul |
Marketing Services, Inc. (S\. SV then sold the gas to various third-
party purchasers under arms-length contracts, transported the gas to the
purchasers under armis-length transportation arrangenents, and recei ved a
higher price than it paid to Seagull and other producers at the wel | head.
Seagul | based its royalty paynents on the purchase price it received from
B The HXO Letter Oder stated that "Seagul | deducted transportation
charges, fuel use charges and narketing nargin charges fromthe third party
purchase price." Id. at 1.

As aresult of an audit of Seagull's royalty paynents for QCS
| eases for the period April 1, 1986, through March 31, 1991, HXO
determined that, under the gross proceeds rule, 30 CF.R § 206.150 (1987),
30 CF.R 8§ 206.152(h), 1/ Seagul| shoul d have paid royal ties based on

1/ 30 CFR 8§ 206.150 (1987), applies to production through March 1988,
and 30 CF.R 8 206.152(h), applies to production subsequent to March 1988.
As explained nore infra, the hol ding here invol ves two sets of

regul ati ons, one applicable to pre-March 1988 production and, the other
appl i cabl e to post - March 1988 product i on.
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B arms-length sales price. Specifically, HOO determned that Seagul |
had underpai d royal ties on production fromLease Nos. 054-006004-0 and
054- 003043-0 by $42,892. 74 in Decenber 1987, February 1988, and March 1988,
and underpai d royalties on production fromLease Nos. 054-004069-0 and 054-
008131- 05 by $403.23 for Decenber 1987.

HXO s Septenber 3, 1992, order required Seagul | to pay royalty based
on the proceeds received by VG, its affiliate, fromthe third party sal es,
rather than on the proceeds Seagul | received fromSWs  Seagul | appeal ed
the HO Letter OQder to the Drector, MM, pursuant to 30 CF. R Part 290,
arguing that HIOs claimfor additional royalties was premsed on a
msappl i cation of MM regul ations. Seagull asserted that SVE was not a
"marketing affiliate" as that termis defined at 30 CF. R § 206. 151 and
applied in 30 CF R 8 206.152(b)(1)(i), and that the val ue of gas for
royal ty purposes shoul d be determned by the benchnark systemfor nonarms-
length contracts found at 30 CF. R § 206.152(c). Seagull further argued
that if it were found to have incorrectly paid royalties pursuant to the
Letter Oder, it was entitled to retroactive transportation al | onances.

In her July 31, 1996, decision on appeal herein, the Associate
Drector conceded that SVB was not Seagul|'s "narketing affiliate,”™ wthin
the neaning of 30 CF. R 8§ 206.152(b)(1). Nbnethel ess, she concl uded t hat
royal ty val ue was properly cal cul ated based on the proceeds recei ved by
Seagul | 's affiliate. The Associate Drector reached this concl usi on
relying on the "gross proceeds” rule, 30 CF. R 8§ 206.152(h), and on Santa
Fe Energy Products ., 127 IBLA 265 (1993), aff'd, Santa Fe Energy
Products . v. MQutcheon, No. 94-G535, slip. op. (D Glo. Mr. 30,
1995), aff'd, 90 F. 3d 409 (10th dr. 1996).

The Associate Drector states in part:

| do not agree that the Appellant's gross proceeds from
its non-arms-length sale(s) at the well head is, per se,
concl usive wth respect to value for royalty purposes. M rul es
at 30 CF. R 206.152 (h) specify that in no event nay val ue be
less than a |l essee's gross proceeds. |In Santa Fe Energy Products
@., 127 1 BLA 265 (1993), the |BLA concl uded, based upon this
rule, that a | essee could not shield proceeds fromconsideration
inthe value calculation by establishing an affiliated transfer.
h this basis, the IBLA ordered Santa Fe to produce records of
its affiliated sale.

* * * * * * *

It follows that MG nay properly look to the arns-Iength
third party sales by S5, Seagull's affiliate, to determne
royal ty val ue and whet her the benchnark val ue establ i shed by
operation of 30 CF. R 206.152(a) is consistent wth subpart (h)
of that rule. In fact, Seagull clains that MM order anounted
to requiring paynent of royalties on the basis of the affiliate's
price.
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This is the flip side of the well-settled rule . . . that
sel ling expenses necessary to narket production froma Federal
| ease nust be perforned at no cost to the lessor. Galifornia v.
Wall, 296 F.2d 384, 388 (DC dr. 1961).

The fact that a | essee, by accepting a reduction in the
sales price, may "pay" athird party, inthis case Seagull's
affiliate, to performnarketing functions, does not alter the
rule that when conputing royalty the | essee cannot reduce the
val ue of the | ease production by deducting the cost incurred in
nar keting that production.

* * * * * * *

The Interior Board of Land Appeal s (I BLA) addressed the
i ssue of marketing costs in Anoco Production G., 112 | BLA 77,
84 (1989), stating that although MB w il nornal |y accept a non-
arns' s-length contract price for royalty purposes where the
contract has characteristics simlar to arms-length contracts
which represent fair narket val ue, where the contract price
reflects deductions that cannot be nade in determning val ue for
Federal royalty purposes, such deductions nay be added back into
the contract price for purposes of conputing royalty.

Here, the MVB concl uded that SV was i ncurring sone
conbi nation of transportation, fuel use narketing and/ or other
costs. Snce not all of these costs, or potential costs, are
al | onabl e deductions fromval ue for royalty purposes, it was
proper for MBto inquire as to the nature and extent of those
costs, and to require Appellant to net back into its gross
proceeds for royalty purposes those costs which are the
responsi bility of the | essee.

Wien Seagul | clained that MMB order anounted to requiring
paynent of royalties on the basis of the affiliate's price; it
conceded that the SVB sal es price, in essence, is the confluence
of these two principles, nanely (1. The requirenent that a
| essee nust pl ace production in narketabl e condition at no cost
to the lessor and (2. The gross proceeds requirenent enbodi ed in
30 CF.R 206.152(h)). Thus, | conclude that the subject MVB
order should be nodified to require the Appellant to identify
the costs incurred by SVBin the execution of its contract wth
the Appellant and to recal culate the royalties due for the
subj ect | eases, adding back into its gross proceeds those cost
which are not properly deducted for royalty purposes.

(Decision at 3-4.)

In concl usion, the Associate Drector directed Seagull to pay any

additional royalties found to be due, based on its recal cul ations, and
nodi fied the HO Letter Oder to permt Seagull to apply for and obtain
retroactive approval of transportation allowances for the | ease production
at issue. (Decision at 4.)
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Argunents on Appeal

n appeal to the Board, Seagull argues that MVB erroneously relied on
the gross proceeds provision because gross proceeds applies to the gross
proceeds of the "l essee" and the term "lessee" as defined in 30 CF. R
§ 206. 151, does not include |essee's affiliated entities. Seagull asserts
that MM reliance on Santa Fe to support its position is mspl aced because
that case deals wth the ol regulations rather than the gas regul ati ons
and focuses on the production of docunents which is not an issue inthis
case.

Seagul | contends that MVB has properly determned that SVB is not
a "narketing affiliate,” which is defined at 30 CF. R § 206.151 as "an
affiliate of the | essee whose function is to acquire only the | essee' s
production and to market that production,” because SVBis an affiliated
nar ket er whi ch purchases and narkets gas fromboth affiliated and
nonaf filiated | essees/sellers. Seagull argues that, for royalty purposes,
the prices paid by SV to the nonaffiliated sellers shoul d be used as
the acceptabl e val ue for gas produced by affiliated sellers. Seagull
cites MB explanation provided in the preanble to its royalty val uation
regul ati ons:

The MMBis retaining the term™only". |If the affiliate of the

| essee al so purchases gas fromother sources, then that affiliate
presunably wll have conparabl e armis-length contracts wth other
parties whi ch shoul d denonstrate the acceptability of the gross
proceeds accruing to the lessee fromits affiliate. 53 Fed. Reg.
1230, 1243 (Jan. 15, 1988).

(SR at 5.)

Appel lant insists that since VB is not a "marketing affiliate,” its
royal ty val ue nust be based on the benchnark expressly established for
nonarms-length transactions. 1d.

Further, Seagull argues that the discussion in the preanbl e quot ed
above,

confirns that the valuation rules applicable to sales to
"marketing affiliates” would not apply to sal es to other
affiliates, because in sales to other affiliates there wll be
conpar abl e transacti ons on whi ch to denonstrate the

reasonabl eness "of the gross proceeds accruing to the | essee from
its affiliate." 53 Fed. Reg. 1230, 1243 (January 15, 1988).

(SSRat 6.) Seagull asserts the Associate D rector cannot di savow or
ignore either the plain terns of the regul ations or the express gui dance
set forthin the preanble to the regul ations.

dting Bahram zadeh v. Lhited Sates, I.NS, 717 F. 2d 1170, 1173
(7th dr. 1983), appellant argues that M6 cannot interpret its regul ation
inamnner to nullify the effective intent or wording of the regul ati on.
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The Associate Drector's interpretation of the gross proceeds rule, it
contends, serves to negate the detailed benchnark systemestablished for
gas royalty valuation when gas is sold in a nonarms-length transacti on.
Appel | ant reasons that "under the express termof the regul ations, the
benchnark systemapplies to all such transactions wth the sol e exception
of when gas was sold to a narketing affiliate."” 1d. Because the
decision "effectively renders the non-arms-1ength benchnark regul ati on
i noperative" Seagull insists "it is unreasonabl e and cannot be sustai ned. "
| d.

Aregulation, like a statute, Seagull avers, nust be read "so that no
part wll be inoperative or superfluous, void or insignificant, and so that
one section wll not destroy another unless the provisionis the result of
obvious mstake or error." S lvernan v. Eastrich Miltiple Investor Fund,
L.P, 51 F.3d 28, 31 (3rd Ar. 1995). Here, Seagull naintains that "the
plain terns of the regulations are not the result of "mstake or error',
but the result of a reasoned distinction between narketing affiliates and
other affiliates.” (SRat 6.)

According to Seagull, the first benchmark, 30 CF.R § 206.152(c), is
applicable to this case and is the nethod by which Seagul | val ued its gas
production. That benchrmark provides that gas is val ued according to the

gross proceeds accruing to the | essee pursuant to a sal e under
its non arms-length contract (or other disposition other than
by an armis-length contract), provided that those gross proceeds
are equivalent to the gross proceeds derived from or paid under,
conparabl e arms-length contracts for purchases, sales or other
di spositions of like-quality gas in the sane field (or, if
necessary to obtain a reasonabl e sanpl e, fromthe area.).

Id. To evaluate conparability, the regul ation states MM wi || consi der

the followng factors: "price, duration of the contract, narket or narkets
served, term quality of gas, volune and such other appropriate factors."

| d.

Seagul | maintains that it provided evidence to establish that the
gross proceeds accruing to Seagul | under its nonarms-length contracts
are equi val ent to gross proceeds derived under conparabl e arms-|ength
sales inthe sane field or area, as set forth in the first benchnark
standard. Specifically, Seagull points to a chart found in Ex. F. of Ex. B
attached to its SCR which it clains denonstrates that the "price paid by
VB to Seagull - and the price on which Seagull based its royalties to the
ME - was equal to the price for gas paid by SMBto non-affiliated | essee/
producers for gas fromthe sane or nearby leases.” (SRat 9.) Appellant
states "the gas purchase contracts covering Mistang | sl and 828 and Must ang
Island 831 * * * are executed by Seagul| and all other |essee/ producers
selling production fromthe blocks. Al sellers under those contracts,
including those not affiliated wth SM5, agreed to identical prices." Id.
Appel lant notes that "these particular contracts are not only contracts
between affiliates, but are al so conparabl e armis-length contracts between
SV6 and non-affiliated third parties that denonstrate the acceptability of
the gross proceeds accruing to Seagull fromSve " Id.
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Recogni zing that the audit period at issue in this case includes a
tine period covered by the pre-1988 regul ations, Seagull applies the
earlier regulation and naintains that its "val uation nethod al so conforns
tothe MB regulations in effect prior to March 1988." (SCRat 10.)
dting Mbil Gl Gorp., 112 IBLA 56 (1989), appellant notes the Board hel d
that a nonarms-length contract price wll be accepted as the basis for
royalty so long as it falls wthin the range of prices received in the sane
field or area under arms-length contracts. It also notes that the Board
inGtty Ol ., 51 IBLA 47, 51 (1980), "uphel d the use of non-arms-
length sale prices for royalty val uation, where evi dence established t hat
the price is conparable to the price "independent buyers in armis-length
transactions would be wlling to pay.'" (S(Rat 10.) Further it states
that the Board held in Shell Wstern E& P, Inc., 112 1 BLA 394 (1990), that
the MMB may not apply its royalty valuation rules in a manner that unfairly
di scrimnates agai nst | essees who are affiliates of other parties to a
transaction. (SCRat 10.) Applying the foregoing cases, appellant reasons
that under Getty, the evidence that appellant paid royalty on the sane
price that other nonaffiliated | essees recei ved fromSVb denonstrat es that
appel lant paid royalty on fair nmarket value. Seagull insists that MB
cannot denmand a higher royalty value fromSeagull than it does fromthe
other |essees receiving the identical price fromSW |d. To do so,
appel l ant contends, "woul d unfairly discrimnate agai nst Seagul | because it
sold gas to its affiliate, as prohibited under Shell Véstern." 1d.

Inlight of facts presented here, appellant insists that the
precedents denonstrate that MMB order cannot be sustai ned under the pre-
March 1988 regul ati on because appel | ant paid royalty based on the sane
sales price other unaffiliated | essees received fromSVe. ME attenpt,
noreover, to redefine the nature of Seagull's nonarms-length sal e by an
expansi ve readi ng of the "gross proceeds" provision, Seagull argues, cannot
be sustained. dting Oanond Shanmmock Exploration v. Hodel, 853 F.2d 1159
(5th dr. 1988), Seagull concludes that MM reading of the "gross
proceeds” provision is an "unreasonabl e interpretati on of the MVB
regul ati ons, and represents an abuse of discretion and an unl awf ul
retroacti ve substantive rul enaking.” (S(Rat 10-11.)

Inits answer, MVB disputes Seagull's claimthat it erroneously
relied on the "gross proceeds” provision, 30 CF. R 8§ 206.152(h), as a
basis for its decision. M argues that, because Seagull and SV6 are an
integrated enterprise engaged in the production and narketing of gas, it
is nore than reasonable for MM to determine that the proceeds that the
enterprise recei ves when selling gas on the open narket is the true neasure
of the gross proceeds fromthe disposition of Seagull's production. MBS
naintains that its position is supported by the Board' s hol ding i n Xeno
Inc., 134 IBLA 172, 179-80 (1995), citing Shell QI G. (n
Reconsi deration), 132 IBLA 354 (1995) (overruling Shell QI ., 130 IBLA
93 (1994), aff'd, Shell QI Q. v. Babbitt, 945 F. Supp. 792 (D Del.
1996), aff'd, 125 F.3d 172 (3rd Ar. 1994)); Santa Fe Energy Products Q. ,
supra. M notes that, in Xeno, the Board concl uded that "Mvb nay properly
ook to the first arms-length sale by an affiliate, |ess transportation
costs, to determne the val ue of production for royalty purpose.” (Answer
at 2.) nsistent wth Xeno, M6 determined that it was " reasonabl e for
MB
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tolook at the first arms-length sale by an affiliate where the price
received by the affiliate purchaser' for that sale is higher than the
price the purchaser paidits affiliate producer.” 134 IBLA at 179. This,
ME contends, "is exactly what occurred in this appeal." (Answer at 3.)

ME asserts that Seagul | cannot avoi d application of the "gross
proceeds” rule under (1) forner 30 CF. R § 206.150 (1987), for gas
produced prior to MB promul gation of its 1988 val uation regul ations, and
under (2) the "benchnark” systemunder 30 CF. R § 206.152(c), for
production occurring after promul gation of the March 1, 1988, regul ations.

MVE denies that it is ignoring the regul ations, and responds that, "[e]ven
if Seagull's production is valued under 30 CF. R 8§ 206.150 (1987), or

30 CF. R 8 206.152(c)(1996), M6 still nust determne the gross proceeds
accruing to the | essee and conpare the gross proceeds val ue to any ot her
appl i cabl e value in order to establish the mninumval ue for royalty
purposes.” (Answer at 5.) dting Board and court precedent, MVB
characterizes "gross proceeds" as the mininumval ue of production. MB
contends that it is required to determne gross proceeds and conpare that
val ue to any other val ue that may be applicabl e under the regul ati ons
contained in 30 CF.R Part 206. (Answer at 6-7.) M asserts that,
having "determined that the gross proceeds accruing to SVB were hi gher than
the 1988 benchnark and pre-1988 Section 206. 150 val ues, MVE properly
followed its regul ations when it ordered Seagull to recalculate royalties
based on the higher value." 1d. at 7.

ME denies that 30 CF. R § 206.152(b) (1) (i) precludes it from
requiring Seagull to establish val ue based on its affiliate s proceeds
when its affiliate, SM5 is not a "narketing affiliate" as defined at
30 CF R 8 206.150. M maintains that Seagul |'s argunent rests

on the faulty assunption that by specifically stating that a
"marketing affiliate' s" proceeds woul d establish the val ue of
production for royalty purposes under Section 206.152(b) (1) (i),
ME neant to preclude itself fromdetermning that an affiliate' s
proceeds establish the val ue of production under the gross
proceeds rul e of Section 206.152(h) in any other case.

(Answer at 8.) For support, MMB points to a related di scussion at 53 Fed.
Reg. 1189, 1196 (Jan. 15, 1988). M insists that Seagull is wong because
MVE added the marketing affiliate rule in response to industry's request
during the rul enaki ng process, and their concern "that applying the
benchnarks could | ead to a hi gher val ue than what the production actual |y
was sold for in a subsequent arms-length sale.” (Answer at 9.)

MVE reasons that the only difference between cases involving a
narketing affiliate and a nonnarketing affiliate is that, in the case of a
nonnarketing affiliate, "M is not obligated to excl ude consideration
of the benchnarks and concl usi vel y accept the affiliate' s proceeds as
royalty value." (Answer at 9.) In the case of a nonnarketing affiliate,
MVE argues that "val ue woul d be the greater of the benchnark val ue under
30 CF. R 8 206.152(c) or the affiliate's gross proceeds under its arms-
length sale.” Id.
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Thirdly, MB reiterates that Seagul | cannot deduct narketing costs
fromthe value of its production, arguing that, under Amco Production Qo.,
112 IBLA at 87, "the lessee has the duty to narket its production and nust
bear the expenses incurred in discharging that obligation.” (Answer at
10.) dting Aco Ol & G@Gs ., 112 IBLA 8, 11 (1989) and Mbil Al Gorp.,
112 I BLA 198, 209 (1989), Mk states that the Board recogni zed that "[t]he
creation and devel opnent of narkets for production is the very essence of
the lessee's inplied obligation to prudently narket the production fromthe
| ease at the highest price obtainable for the benefit of the | essee and the
lessor.” (Answer at 10.) Therefore, MVB argues that Seagul | cannot deduct
any cost incurred in narketing the production fromits Federal |eases or
fromits gross proceeds prior to royalty val uation. Acknow edgi ng that SVB
narkets gas fromboth affiliated and nonaffiliated sellers, MV asserts
that Seagul|l has attenpted to circunvent its obligation to narket the gas
by enlisting its wholly-owned affiliate, S5 to narket its gas.

MVE nai ntains that here where a Federal |essee pays an affiliate to
performnarketing functions, or accepts a reduction in price for gas, the
| essee may not deduct the costs of such services fromthe royalty val ue.
Id. at 11. Aternatively, M reasons the narket val ue of Seagul|'s
production was either the price SV paid plus narketing costs or S\VB
arms-length sale, less allowable transportation costs. 1d. at 12.

h March 5, 1998, MVB filed a "Notice of Suppl enental Authority,”
arguing that Taylor Energy (., 143 IBLA 80 (1998), requires that the
Board affirmits decision, herein. M submts that Seagull, |ike Taylor,
circunvented its obligation by enlisting third parties to narket its gas
resulting in the Board finding Tayl or to have inproperly deducted the costs
fromroyalty val ue.

Aternatively, MM argues that there is no corporate distinction
between Seagul | and SVB for purposes of determning gross proceeds
accruing to Seagull. 2/ Thus, MVG avers that S\ is the "alter ego" of
Seagul |

2/ Inlight of its alternative argunent, MV6 urges the Board to nodify
its prior statenent in Shell QI G. (O Reconsideration), 132 IBLA

at 356-58, to recogni ze that, in sone circunstances, the term"| essee"
does include its affiliate, and that, under established | egal principles,
it would be correct to state the fol | ow ng:

"The term | essee’ nay include an affiliate under certain
circunstances. Wien a | essee and the affiliate to whomit initially sells
production operate as an integrated or single enterprise for production and
narketing of federal oil or gas, the affiliate's arms-length resal e
proceeds represents the gross proceeds accruing to the | essee fromthe
di sposition of production. This is true regard ess of whether the term
"lessee’ includes the affiliate under the particul ar circunstances or
whet her the corporate formis disregarded.”

Shell Ol . (O Reconsideration), 132 IBLA at 357. The | essee definition
set forthinthe regulation, 30 CF R § 206.151, is clear. |If M6 wants
toinclude the | essee's affiliate in that definition, it shoul d amend the
regul ati on.
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and urges the Board to exercise its authority to pierce the corporate veil
of the affiliated entities where to recogni ze the corporate formwoul d
defeat public policy recognized in Shell Wstern E&P, Inc., 112 | BLA 394,
400 (1990). MB opines that applying the rule to this case is

appropri ate because there exists sone nmanifestation that affiliated
conpani es "are using their corporate relationship to defeat MG royalty
col lection efforts.” 1d. at 17.

O scussi on

The question presented in this appeal is whether a Federal |essee
who sells | ease production to an affiliate at the wel | head under contract
which is for all practical purposes identical to the contract under which
the affiliate purchases gas fromother unaffiliated producers fromthe
sane fieldis per serequired to use the affiliate's resale price as a
basis for determning val ue for royalty purposes. onsideration of this
guestion requires an examnation of the traditional obligation of the
| essee to market the production at no cost to the | essor and to place the
gas in "narketabl e condition” under 30 CF. R § 206.152(i) (1997),

30 CF. R 8 206.151 and an examnation of what constitutes gross proceeds
accruing to the lessee under 30 CF.R § 206.150 (1987) and 30 CF. R
§ 206. 152(h).

[1] The Secretary of the Interior is authorized to | ease | and on
the GOCS under the Quter Gontinental Shelf Lands Act (QCSLA), as anended,
43 US C § 1337 (1994), for the exploration and devel opnent of mneral
resources, including oil and gas. The provisions of GCSA 43 USC
88 1331-1356 (1994), and | eases issued pursuant to that Act, require
paynent of royalties equal to a specified percentage of the anount or val ue
of the oil and gas produced. Wien it passed this Act, Gongress commtted
the Governnent to the goal of obtaining fair narket val ue for offshore oil
and gas resources. \Wdtt v. Energy Action Educational Foundation, 454 US
151, 162 (1981); Gonoco Inc., 110 IBLA 232, 239 (1989); Sun Exploration &
Production ., 104 IBLA 178, 184 (1988); Amco Production (., 78 IBLA
93 (1983), aff'd, Anoco Production Go. v. Hodel, 627 F. Supp. 1375 (WD
La. 1986), vacated and renmanded, 815 F.2d 352 (5th dr. 1987), cert.
denied, 487 US 1234 (1988).

The Secretary has considerabl e discretion in determning the val ue
of production for royalty purposes. Mrathon Gl . v. lhited Sates,
604 F. Supp. 1375, 1382 (D A aska 1985), aff'd, 807 F.2d 759 (9th Qr.
1986), cert. denied, 480 US 940 (1987); onoco Inc., supra at 240;
Texaco, Inc., 104 IBLA 304, 308 (1988); Aroco Production G., 78 IBLA
at 96. That discretionis tenpered only by the standard of
reasonabl eness. (onoco Inc., supra; Texaco Inc., supra at 310. The party
chal l enging a royalty val uati on by MM has the burden of show ng that the
nethod of valuationis inerror. TXP Qperating G., 115 | BLA 195, 204
(1990); Wlter Ol & Gs Gorp., 111 IBLA 260, 266 (1989); Mbil Al Gorp.,
108 | BLA 216 (1989); Anoco Production G., 85 IBLA 121 (1985); Anoco
Production @., 78 IBLA at 95.

[2] The relevant tine period at issue in this appeal is April 1986
through Septenber 1992. During part of that tine period invol ving
production through March 1988, the governi ng provision of the royalty
val uati on
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regul ation was found at 30 CF. R § 206.150 (1987). That regul ation
pr ovi ded:

The val ue of production shall never be less than the fair
narket value. The value used in the conputation of royalty shall
be determned by the Drector. |In establishing the val ue, the
Drector shall consider: (a) The highest price paid for a part or
for amgority of like-quality products produced fromthe field
or area; (b) the price received by the | essee; (c) posted prices;
(d) regulated prices; and (e) other relevant matters. Uhder no
ci rcunstances shall the val ue of production be |ess than the
gross proceeds accruing to the | essee fromthe disposition of
t he produced substances or |ess than the val ue conputed on the
reasonabl e unit val ue established by the Secretary.

For that part of the relevant tine period at issue invol ving post-
March 1998 production, 30 CF. R § 206.150 (1987), quoted above, was
super seded by the anended royal ty product val uation regul ations found
30 CF.R Part 206 Subpart D 53 Fed. Reg. 1272-1284 (Jan. 15, 1988).
Pursuant to 30 CF. R 8 206. 152, effective March 1, 1988, gas not sol d
pursuant to an arms-length contract is required to be val ued i n accordance
wth a series of benchmarks. 53 Fed. Reg. 1248 (Jan. 15, 1988). M
expl ai ned the val uation procedure in the preanbl e:

Under the benchrmark system value w il be determned through
application of criteriain a prescribed order. In other words,
the second criterion woul d not be considered unl ess the first
criterion could not be reasonably applied. Therefore, if the
proceeds under the conparable arms length contracts in the field
are not "equivalent” to the proceeds under the non arms-Iength
contract, then the first benchnark does not apply and the | essee
should try to apply the second benchnark. |f that one al so does
not apply, then the | essee nust apply the third benchnark.

53 Fed. Reg. 1249 (Jan. 15, 1988).
Wth respect to gross proceeds, M expl ai ned:

G oss proceeds under armis-length contracts are a principal
determnant of value. The MVB cannot adopt a standard and

then not require | essees to pay royalties in accordance wth the
express terns of those contracts. It is MBs intent that the
definition be expansive to include all consideration flow ng from
the buyer to the seller for the gas, whether that consideration
isinthe formof noney or any other formof value. Lessees
cannot avoid their royalty obligation by keeping a part of their
agreenent outside of the four corners of the contract. * * *
Therefore, MVB has purposeful |y drafted the gross proceeds
definition to be expansive and thus include all types of
consideration flow ng fromthe buyer to the seller. Toward that
end, MVB has repl aced the word "paid" used in the first draft
final rule
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wth the term"accruing.” There nay be certain types of

consi deration which are not actually paid by the buyer to the
seller, but fromwhich the seller benefits. The term"accrui ng"
ensures that all such consideration is considered gross proceeds.

53 Fed. Reg. 1241 (Jan. 15, 1988.)

The "gross proceeds” regulation, 30 CF. R § 206.152(h), effective
March 1, 1988, thus provides: "Notwthstanding any other provision of
this section, under no circunstances shall the val ue of production for
royal ty purposes be | ess than the gross proceeds accruing to the | essee
for | ease production, |ess applicable all owances deternmned pursuant to
this subpart.” G oss proceeds enconpass the actual consideration recei ved
for the gas produced fromthe Federal |ease. Pennzoil Ol & Gas, Inc.,
109 1 BLA 147, 159 (1989); Weless Dilling ., 13 1BLA21, 31, 80 1.D
599, 604 (1973). The Board has interpreted the term"gross proceeds"
broadly. See Pennzoil Ql & Gas, Inc., supra (gross proceeds include
tertiary incentive revenue); Ewron Gorp., 106 | BLA 394 (1989) (gross
proceeds include state severance tax rei nbursenents nade by a buyer of
gas produced froma Federal |ease); Hoover & Bracken Energies, Inc.,

52 IBLA 27, 88 1.D 7 (1981), aff'd, Hoover & Bracken Energies, Inc. v.
US Departnent of the Interior, 723 F.2d 1488 (10th dr. 1983), cert.
denied, 469 US 821 (1984) (gross proceeds include state severance taxes
paid by a buyer directly to the state in addition to the ceiling price
set for the gas and paid to the | essee); see al so Atoco Production Q. ,
29 I BLA 234 (1977) and Wel ess Dxilling G., supra. In short, the val ue
of the gas for royalty purposes is what a buyer is wlling to pay for it.
Erron Corp., supra at 397.

[3] For that part of the relevant tine period involving post-Mrch
1988 production, applicable regulation 30 CF. R § 206. 152(i)(1997) defi ned
a Federal |essee' s responsibility as foll ows:

The lessee is required to place gas in narketabl e condition at

no cost to the Federal Governnent * * * unl ess ot herw se provi ded
inthe | ease agreenent. Were the val ue established pursuant to
this section is determned by a | essee' s gross proceeds, that

val ue shall be increased to the extent that the gross proceeds
have been reduced because the purchaser, or any other person,

is providing certain services the cost of which ordinarily is
the responsibility of the | essee to place the gas in narketabl e
condi tion. [3/]

See Gllifornia G. v. Wall, 296 F.2d 384, 388 (D C dr. 1961); Anoco
Production ., 112 IBLA at 87; The Texas ., 64 |.D 76, 79 (1957).

3/ Athough not relevant to the tine period at issue in this case the

[ast sentence of the regul ati on was anended effective Feb. 1, 1998, to read
"in narketabl e condition or to narket the gas.” 62 Fed. Reg. 65753, 65762
(Dec. 16, 1997).
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"Mar ket abl e condition” neans the "l ease products are
sufficiently free frominpurities and otherw se in a condition that they
w | be accepted by a purchaser under a sales contract typical for the
field or area.” 30 CF. R § 206. 151.

H ndi ng purchasers, negotiating sal es contracts, and nonitoring
sales are also the | essee' s responsi bility. Hoover & Bracken Energies,
Inc., supra. Mrketing costs includes the costs of storage, stock I oss,
inventory, receivables, and equi pnent. Anoco Production Go., 112 IBLA
at 87. AswesaidinRE Yarbrough & G., 122 IBLA 217, 221 (1993),
the costs of placing the gas in narketabl e condition include tax
rei nbur senents, neasuring, field gathering, conpressing the gas,
sweet eni ng, and dehydrati on.

However, whether production is in "narketabl e condition” at or near
the wel | head turns on the nature of the gas itself and not on whet her
the gas is sold to an affiliated vis-a-vis a nonaffiliated purchaser. Ve
recogni ze that the concept of "gross proceeds accruing to the | essee” was
intended to be expansive and al | inclusive.

The record establishes that SVb purchased all of Seagul|'s production
fromthe OCS | eases at or near the wel |l head, and that SV6 al so purchased
like quality QCS gas fromnonaffiliated | essees/ producers produci ng gas
fromthe sane field, at or near the Seagul| wellhead. Al of the sales
were pursuant to the terns of a contract signed by the | essees/ producers
and covered production fromB ocks 828 and 831 Mistang Island area. MB
does not claimthat the nonaffiliated sales resulted in less than fair
nar ket val ue.

Wiile there is no dispute that SM6is not a "narketing affiliate"
as defined under 30 CF. R § 206. 151 (post-Mrch 1988 regul ations),
whi ch woul d require Seagull to use the sale price SVB receives in an
arms-length sale to determne value for royalty purposes (30 CF. R
§ 206. 152(b) (1) (i)), MVb argues that the sane result is reasonable in
thi s instance:

the sales price to SVb nust be increased by the anount of
such reductions. In other words, as an alternative to

val uing Seagul | 's production based on V6 arms-length sal e,
| ess all owabl e transportation costs, the narket val ue of
Seagul | 's production was the price SV6 paid Seagul | plus SVB
cost of narketing the producti on.

(Answer at 12.)

[4] MVB describes Seagull and SVE as "an integrated enterprise
engaged in the production and narketing of gas" that shoul d be treated
"as one and the sane entity for purposes of the transactions at issue,"
and considered a single entity for royalty purposes. (Answer at 4, 12.)
V¢ are not persuaded that MMB concl usion that they nust be considered
asingle entity is supported by the facts or the regulations. n the
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contrary, it appears that the regul ati ons and Departnental policy

acknow edge the exi stence and contenpl ate the interaction between
affiliates in transactions |ike the one between Seagull and SVMB. In a
Menor andum dat ed Decenter 12, 1988, fromthe Deputy Assistant Secretary -
Land and M neral s Managenent concerning "Policy Interpretation of Val uation
Regul ations,” the Deputy Assistant Secretary referenced his Menorandum of
Cct ober 14, 1988, establishing the Departnent's policy for the enforcenent
of the benchmark systemcontained in the 1988 gas val uation regul ati ons.
Noting that the benchnark systemcan only be applied if there are
conparabl e arns-length contracts in the field or area between parties not
affiliated wth the | essee, the Deputy Assistant Secretary suppl enented the
pol i cy enforcing the benchnark systemcontai ned i n those gas val uation
regul ati ons, stating that the suppl enent was specifically intended:

to cover situations where there are no conparabl e arms-|ength
contracts inthe field or area between parties not affiliated
wth the lessee. In those situation, the | essee s gross proceeds
Wil determne the value of the production if they are wthin the
range of the gross proceeds derived fromconparabl e armis-1ength
contracts between sellers who are not affiliated wth the | essee
and purchasers who are affiliated wth the | essee for sal es or
other disposition of like-quality production in the sane field
or, if necessary to obtain a reasonabl e sanpl e, fromthe sane

ar eas.

V¢ decline to find that the Federal |essee' s duty to narket |ease
production or to place | easehol d products in "narketabl e condition” at no
cost tothe lessor (30 CF.R § 206.152(i)(1997); 30 CF.R § 206.151), can
be fairly construed to require per se valuation at the purchase price paid
to an affiliate in a subsequent arns-length sal e of |ease production.

In Shell Al . (h Reconsi deration), we said:

Departnental regul ations establish that parties are affiliated
if one controls, or is controlled by, or is under common control
wth another. 30 GFR 206.151 (armis-length contract). The term
| essee, however, is specific and cannot be expanded to incl ude
an affiliate of the lessee. 30 /R 206.101 (lessee). In
support of the argunent by Shell that it is an affiliate, but not
the | essee, and therefore need not produce sal es records denanded
by MMB, Shell has furnished a copy of an MVB policy paper,
Valuation of Sales to Aifiliates, dated Gctober 14, 1993. Shel |
contends that this docunent is consistent wth the val uation
regul ati ons and provi des support for our prior Shell decision
that excused Shell fromreporting to MVB because Shell was not a
narketing affiliate (as that termis defined by 30 R 206. 101).
Pertinently, the policy paper states that:

The gross proceeds accruing to the | essee are
consi dered the mni numval ue for royalty purposes. The
gross proceeds standard is applicable to both arms-
length and non-arms-length sales. G oss proceeds nay
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be reduced by appropriate processing and transportation
al | onances, but may not be reduced by costs associ at ed
w th narketing the production, whether the contract is
arms-length or non-arms-|ength.

(Policy Paper at 2). Wth respect to sales of oil after March 1,
1988, froma lessee to an affiliate (other than a narketing
affiliate), the paper states:

The value for both oil and gas is to be
determned by the first applicabl e benchmark [in 30
CFR 8 206.102(c)] * * *.

Wien appl yi ng the benchnarks, it is necessary to
consi der the gross proceeds requirenent di scussed
previously. @ oss proceeds nmay not be reduced by costs
to place the product in narketable condition or
nmarketing costs. |If the resale fromthe affiliate to a
third party occurs in the sane field as the first sale
fromthe lessee to the affiliate and if the affiliate
is performng services other than transportation or
processing (i.e., marketing services), the resal e price
woul d represent the mni numval ue for royalty purposes
under the gross proceeds requirenent.

(Policy Paper at 3-4).

QGontrary to the argunent advanced by Shell, therefore,
the policy paper also indicates that there is an obligation and
an expectation that MMB w Il |ook beyond any inter-affiliate
transfer to determne whether other factors affect production
value. As suggested in Santa Fe, supra, affiliates
participating in a transfer of Federal |ease production in
contenpl ation of sales to a third party shoul d expect MG to
scrutinize any inter-affiliate transfer and all subsequent
affiliate sales. As aresult, S/ and Shell shoul d have
anticipated that MV woul d review their handling of Federal
production in order to properly determine royalty in accordance
wth statutory and regul atory requirenents.

Shell Ol . (O Reconsi deration), supra at 356-58.

The Board has routinely recognized MB authority to require a Federal
lessee's affiliate to produce records and other information related to the
di sposal and transfer of |ease production, recognizing that transactions
between affiliates shoul d be exam ned and when appropriate consi dered to
determine the benefits obtained by a | essee as a result of its affiliate
transaction that nay not be apparent. See Shell Al G. (On
Reconsi deration), supra. Wiere the inquiry reveal ed that the | essee
obt ai ned sone benefits other than those contained in the contract, the
val ue of the benefit to the | essee should be determned and included in the
| essee' s gross proceeds.
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Nothing in the record suggests that MVB has required the
nonaffiliates to recal culate royalties due on their |eases as it has
required Seagull. Thus, SVMB contract wth the nonaffiliate producers is
evi dence that gas fromthe field is in narketabl e condition at the
wel l head. The decision in Tayl or Energy G., supra, relied on by MB, is
not controlling. In that case, no narket existed at or near the well head.

MVE has urged the Board to find that the affiliate rel ationship
between Seagul| and SV is a shamcreated to avoi d payi ng royal ti es.
However it has offered no facts to support its theory, except that Seagul |
and S\b are affiliated entities. That is not sufficient. M failure to
di stingui sh between a "narketing affiliate" defined at 30 CF. R § 206. 151,
and an affiliate, has resulted in an interpretation which the regul ations
do not support.

The arms-length sal e by producers not affiliated wth SVB establ i shes
that there was a narket at the well head and the gas was in narketabl e
condition. Thus, Seagull was not required to bear the costs attributabl e
to downstreamsal es, and appel | ant was not required to include themin
their "gross proceeds" for purposes of conputing royalties. M erred to
the extent it held otherw se under either the "narketabl e condition" rule
(30 CF.R 8§ 206.152(i) (1997); 30 CF.R § 206.151), the duty to narket
| easehol d production at no cost to the | essor, or the "gross proceeds” rule
codified in the pre-March 1988 regulation, 30 CF. R § 206.150 (1987), or
post - March 1988 regul ations, 30 CF. R § 206.152(h); 30 CF. R § 206. 151.

In determning value for royalty purposes for the post-Mirch 1988
production, MMBis properly guided by the first applicabl e benchnark
identified in 30 CF.R 8 206.152(c), dealing wth nonarms-Iength sal es,
to which it nust superinpose consideration of the gross proceeds rul e
under 30 CF. R 8 206.152(h) to arrive at the mni numval ue of the | ease
production for royalty purposes. That mininumval ue nay be the affiliate
purchase price at the wellhead; it nay not. W& hold only that it is not
per se the price received by an affiliate in a downstreamarms-|ength
transacti on.

The record indicates that the gross proceeds received by SMBinits
nonarms-length contracts wth Seagull is equivalent to the gross proceeds
recei ved under conparable armis-length sales of |ike quality production.

30 CF R 8 206.152(c)(1). Neither the record on appeal, the Associate
Drector's decision, nor MB submssions on appeal provide sufficient data
to dispute this.

Xeno Inc., supra, is a case in which the record established that the
gas was I n narketabl e condition when sold and there was a narket for the
gas when sold to affiliated or unaffiliated entities at or near the
wel | head, which is distinguishable fromBranch QI & Gas ., 144 | BLA 304
(1998), Branch Al & Gas (., 143 I BLA 204 (1998), and Tayl or Energy .,
supra, where no narket existed at or near the well head and costs were
incurred by lessee to place the gas in a "narketabl e condition.” However,
in Xeno Inc., we found that Xeno recei ved an economc benefit fromthe
fornmation of the Battle Qeek Gas Gat hering System (B333) when it recei ved
a
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hi gher wel | head price fromBG33ES than it had recei ved from Mntana Power in
past sales. 134 IBLA at 179.

MVE does not contend here that Seagull's gas was not in "narketabl e
condition" when sold to SM6 or that no narket existed at the well head.
Rat her, MVB contends that Seagul | has inproperly deducted narketing costs,
costs incurred by SVB to narket the gas downstreamonly because those two
entities are affiliates.

V& conclude that it was not necessary for Seagull to bear the costs of
downst ream nar keti ng where the gas sold at the wel | head was i n narketabl e
condition and where a narket existed there. Thus, absent sone all egation
that the sale is determned not to be the reasoned equival ent of an arms-
length sale at the wellhead, Seagull is not required to include the costs
incurred by SMBinits "gross proceeds" for purposes of conputing royalty.

ME erred to the extent it hel d otherw se under either the "narketabl e
condition" rule (30 CF.R 8§ 206.152(i) (1997); 30 CF. R § 206.151),
the duty to narket |easehol d production at no cost to the | essor, or the
"gross proceeds” rule codified in the pre-Mrch 1988 regulation, 30 CF. R
8§ 206. 150 (1987), or post-March 1988 regul ations, 30 CF. R § 206. 152(h);
30 CF.R § 206. 151.

Therefore, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8 4.1, the decision
appeal ed fromis rever sed.

Gil M Fazier
Admini strative Judge

| concur:

RW Milen
Admini strative Judge
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